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iwhen these factors are known, the ocriodic amount. of depreciation to. be < 
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- fhis is kmcown as the straight-line method of computing depreciation and i 
the ons most commoniy used. In practice, a small residual value may be 
ignored, wita rN the cost value of the usset heing Beda is | 
Accounting for depreciation is comparatively simpie af't ber the reduegion 4 
- the value cf an asset has been estimated. As an example, a pbuilding is 
~~ entered on the books at #9000 and its Life is estimated at forty se BEES 0) 
Applying the. formula, depreciation is computed at 25% of cost price or #1 
sta} year. “This may: be record: ad din eVther of) tro ywayed lal yeas pan 
(1) By decreasing the asset veluc each yeur by the amount of 
apurueienen: Om pene 
(2) By setting up a new account closely relat ie to the fixed asset, — 
culled « valuation. account, Reserve for Depreciation, in- which 
are accumuieled the periodic credits from depreciation. Ltt 
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Under the second method, whic ch is considered tne better, a valuation accoun 
Reserve for Depreciation, is set up to reflect the credits for estimated — 
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Ustite ted- depreciation Jof | bublding 10. cy a ele Aes 
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ifa valuation account is used it ieans “thas the asget is recorded in two) 
accounts: the asset account proper, which carries the cost as. user ‘: 
(and the vaiuation account, which accumlates the depreciation reflected as oR 
“a credit. The Depreciation sein Se account is closed to POOLS and ‘Loss 

tach year, while the va.ustion 4 ceount remains on the books and its balanc« 
inereuses wach year. ) The Fue Ren account as a ruie is Sowa On the ‘balan 
Sheet as a deduction from the relaved asset. | Rete | 
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ps or time in determining depreciation sustained. Another method that 
be used is based upon the units of product manufactured, hours of actual | Se 
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sea to ogeration of a maintenance truck. The formula iss | 
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| ‘Other rotieds of computing Gcepreciation may be oceasionaliy encountered in ead 
practice; but the straight-line method is most common because it is casy a 
Ee @pply and under this plan cost of the usset is charged eviniy over the re, 


time periods of the estimated usefvi Life. The straight-line method is 
the one eee ie) employed in the KkeA accounting syst 


ACCOUNPING TREATMENT POR FPIALD ASS&TS 


De heeine probiem and solution wiii clarify several important points 
han connec tion with fixed assets, ~ 


~ Bpon beginning business Januery 1, 1943, the paeheh urocery purchased 
store fixtures and equipment costing 41,000. It was estimated that the 
useful 1ife of these assets would be igs years. Additional equipment cost- 
eine ¢e50 was purchased September 1, 1944, and the equipment was installed Mp 
for #563; on April i, 1945, a cabinet bought originally for #100 was traded ie 
“in on 4 larger cabinet costing $<0U, trade-in ellowance of 450 being received. 
_ ‘The asset account and reserve for depreciation us of Lbecember 31, 1945, 
would appear as foliows: 
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_Store Fixtures and Byuipment 
L945 
1' Cost 1 G06 00 Aor Gl Cepine tb) treded In LOG OO © 
: 1 dquipment (250 00 Dec. 31 Balance sah a 1 406 GO 
1945 1 Installation 5G OO 
BApradk 1 i> Cabinet 200 GO 
| oA 500266. v0 i 506,603 
Adi oBelande © L 400 60 
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Apr. 1. \ Cabinet, tradediny 12 GO. Dec. 31 
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ip the first step is to determine the rate of dépreciation. Jnasmch | as res 
Bre ie is ignored, a life of 123 yours gives a rate of 8% a year (100% div 
by 123). The books are cloged annually; hence 8% of the cost is to be tal 
each year on ussets owed for that Length of time and « proportionate sino 
for assets owned less then one year. For example, as of December 31, | 
the amount debited to Depreciation expense and ercdited to the reserve was Bae 
» Of Of $l'O00 or 460. \ This’ cun be developed by application or the formla — 
Digiven:. : Wes Cet aaa al ahh eae are a 


bee te puso Pee 
$1,000 (cost) minus s (serap i 


= §80 depreciation for the year. 


ai ‘ 


HA l2s (yeurs expected iif 


{ [> yi 
i 


Wey ; . bee y 
mm December 21, 1944, depreciation is 8% of «1,000, or #80, on Eanens ound 
a for the year, and 4/12 of 8 of 9300, cr g3, on the equipment purchased: 
ohviey total is #88. The squipment vurchascd deptember 1, i9hA, cost é $250 plu 
59 fur instaliution. The penerul rule is that all costs up te. the point a, 
of placing an asset in use are properly chargeable to the asset acc ounty ° 
9) sherefore, freight, insteiintion und other similar costs on assets ourch 
“ere debitud to the asset account und recovered tarough the yp eriodic charge, 
ifor depreciation. st Ree 
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The total credits in’the reserve for depreciation applying to this cabinet 

are peat of #100, or #8, a yeur for two years and gz Lor the fraction 

Ge a yeur. The book valus then is 482--original cost #100 iess Hid ac- 
umuiated depreciation. The trade-in allowance is only y50. therefore 
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April 1, 1945 Dr. cn Bh 
suGres Fixtures and squipment 8200.00 
Reserve for Deprecintion of Store 
Fixtures and fguipment . . 18.00. 
Capital (loss on trad¢--in) F200 
Store Fixtures end Equipment “LOG .UG 
Cash 150.00 


Purchese ox nuw cabinet, $50 allowance 
on old cabineb (book value’ $62) and 
bubaneer pero cin cash. 


pome bookkce pers separate the compound entry abdov: into two or more entries, 
a she principles inve ved are the same: (1) to, Clear che reserve: fof 
Stimatud depreciation to date on the asset disposed of; (2), to clear the 
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Bequired at a Specified price;. hence, the assct account is debiteu for that 
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Depreciation on the new cabinet to December 31, 1945, is 9/lz of 8% of 
weuO5 Or ele, und depreciation at 8% on Bouts assets owned for the entire 
year is ¢96. The total, £106, is charged to depreciation expense in additi 
Bovthe we entry of April i. 

KU December. 31, 1945, the asset account and releated.reserve will be shown 
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Store Fixtures ana aren #1 ,400.00 
Less: Reserve for Depreciution CEUSUO OU 
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3) UNCOLLECTIBLE 4CC JWUNTS (Bad Debts) 


Whenever goods are sold on credit, a number ct unpaid customers! accounts 
may appear upon the books at the close of an accounting period. If the 
proprietor of @ business believed that oll the. accounts receivable were 
collectibie an adjustment would be unnecessary, but the average business 


man knows that some of the accounts may never be coilected, .He does not 
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Accounts Heceivabie os ¥8,00Q100, 
Less: Reserve for Bad Bebts 160.00 
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Bad Debts Hap 


Customer's account (acet. receivable) 
To write off the account of (customer's 
nane}) now determined uneclilectible. 


ing off bad debts as tdey occur is subject to. two. 


ay 


(ij) lt seldom charges the loss against the period which caused the 
expense--that is, the period in which the sale was made. 

(2) It fails to show the estimated renlizable value of customers! 
accounts receciveble on the closing balance sheet. 
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o1 2 d. 48.48 Ke gerve Log: Bad Debts, 
for Loubtful hecounte, or reserve ror Uncolliectible ACCOUNTS. 
titles mean one and the same thing. whe valuation account is. 
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the reserve is set up which account Ss eventually Will “prove “uo 
the reserve will be shown on ee eect sheet as a deduction 
vabiec, thus presentin ng as nearly. as possible che esbim 
at a given date: sia 
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The account bad Débts is a nominal account and will be closed to Profit 
fe and Loss, and the expense wilt be charged into the pericd in which the sales 
fee Were made. 
When @ particulier claim against a customer proves uncollectibie in a 
Subsequent period, the journal entry will be: 
Ry (Date) Drs Cave 
Reserve for Bad Debts ! Rn 
Customer's account receivable AAX 
‘ To write off the account of (eustomer's 


name) now determinea 
‘ 


uncollectible. 


Notice that this entry does not affect the net/vaiue. of Accounts heceivable 
because both the accounts und the reserve tor bad cepts are reduced by a 
dike amount. In other words, this entry does not affect rrofit end Loss. 
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Method fs. 
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accounts needs further 
that the approximation 
Three, methods are 


from uncollectibie 


be sala 
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Prepare “a list of nll customers! accounte classifying them into three 
grovps: good, doubtful, and bad. Then take as the charge to bad dubte the 
by total of accounts pinderiien as baa plus one-fourth to one~half of the | 

Goubtinul items, and credit the reserve for bad debts chilis” amount. Accounts 
now determined worthless are writtwen’off to tne reserve, leaving iss bai- 
ance as & valuation account epplicabie to doubtful peeaen 

When the proper foilow-up is made on accounts receivacic past due, suci 
accounts will nave Aa cs epeted Por special collection effort. The 
~€stimate cf bad debts under these circumstances may be based ea classi- 
ficetion of past-due accounts only as gocd, doubtful, or ded. ounts 
not past due may be ass. ane collectible. 


Method II: 
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accounts receivable are nume 
tne accounts, resuites similar to 
me thor: 
(1) Ascertain to. actual bad 
and ascertain the emovunt 
periods; 
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(2) Calculate the UVOTNLEE losses Prom’ bad debts in terms of (perce 


é sta 

jaa by dividing bad debt losses by the amounts of reccivabice; ee 
ve (3) Multiply the open-accounts at the close of the current pcriod 
% the cor pad pha of) past Losses, to estime te bad debt site Wain 
> Method ITI: ; 

Vy 
ae (1) Ascertain the actual bad debt losses for a serids,of 4 | 
a una ascertain the amounts of charge sales Por the same per Leds; 
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(2) Calculate the average loeses from bad debts in terms cf percentage 
by Gividing bad debt iosse S by the anount of charge sales; 
(3) Multiply the charge sales for the current period by the pere een tag 


of pest losses, to estimate bad debts; for, the period. 


mee Comment: 


— Method I, classifying or aging the accounts, give 2 
yo customers! eccounts as to their expected realizat va 
> open at the end of the period are ‘from(seles of that peri 7 

for bad acbts is taken. up in the same period as the sales. When ib is’ not 
desired to evaluate each account as tu its collectioili ty, ie thod II seeurs 
results similar, to Method I. Method Ill unquestionably picces the charge, 


for bad, debts in the same period es the sales on open ee aid a6 nei 
“common use when the books are closed monthly, lt mey be added that if. 
3 SOC eee 


Charge sales and cash séies are not segreguted, totel sules may be use 
the calculation, provided the percentage of charge sales ns 
in the several periods. 

After an estimate. is mide, as indicated abéve, the manner of handling the = 
~ feserve must be decided ugon. | Should we add’ £0 the reserve bhe amount o - 
estimated as bad debts, irrespective of any baliunce that the reserve may a 
contain 4s & carry-over from past periods, ‘or should we udd bo the Peserve 
| an amount to make it reflect the bad debt estimate? ~1 Roth fie Choos are in. 
+ common use. . Steal a 


If we ada to the reserve the amount estimated u8 bad debts, 
| 


Bad Debts eek Si he uaa 
-. Reserve for Bed Lbebts ; 
Addition to reserve based upon $% 

of charge sales for the pericd, 

655,080. ai eo 


into, 


ee. ysl rt | - (Date) | 
Bud Debts) | 8230.65 


; Reserve for Bad Debts $230.05 
_| Addition to reserve based ups nH 2% 
of the open agcounts at the close 
Der the ipertoay. wlio 805. fs! p276y 10; 
Less balance im reserve _ PLS ‘ 


230.65 


Charge to bad debts 
| Sea pi Ad 


Peone Tire. entry 7 reserve is in effect provided for estimated Losses 
ch period, and any cridit bulance in the reserve presumabiy applics 
ounts of prior periods still open on the nooks. Tne sccona entry. 


eS a total aes cub Se bie pcoagitbes cane ri the wens of the period. 


Reh thet the reserve snouid be reasonable in eae of al. tha fa ets. 

ent business conditions, practices in extending creait, collection 
ies, and- other similar factors must be taken into consideration. An 
ive reserve should pee be aceuruiated, nor snouid the ailiowance 
be insaejuate. | 


he’ REY ‘AL accounting svstem the Reserve for Uncollectible Accounts is set 

of a certuin dete by mezns of calculating the estinated Losses on. . 
sting accounts receivabie Yrom consumers. The probable iosses ure estan~ 
shed by ap eee of arbitrery percentiges to the various clusses of i 

aguent'accounts which have been grouged by. ABC. 

Ere Serve’, once estadlished, is continuca by @pplying a percentage rate 

i € monthly gross revenue und naa 4 journal entry uepiting Uncoilect- 
ce Lonsumers' Accounts and creaiting neserve for Uncollectibic Consumers! 
ounts for the estimated ioss thus obtainea. The rate used is derived 
“dividing the total umount'lost on bad debts to the date at which the 
Serve was estallishea by the gross revenue of the system to that date. 

, : . } | , ga 
tes: receivable 48 Well us open uccounts sometimes are to be considered shay 
estimating bad debt losses. when @ concer iollows tne policy of cloging © 
accounts ‘by reyuesting notes, or normally carries.a large amount of notes — 
reeclvabLe, whe probable loss on notes should be estimated and included when — 
king the adjusting entry. Where the bud debt ailowance takes into account: 
baie lasees or receivables, the valuation account shcouid appeur on the 
alance sicet us 4 deduction from both accounts end notes receivavie: 


Accounts Receivable ath sat hat 
Niahod. Henoe woate ide ene 350. DALY ¢: ; he ce hit Pipa! 


Less: HKeserve for Bad Lebts 460.655 
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It seers obvious that if en account Were written ore. as 
collected in the same period, the entry Ms) ‘off is a 
error.and should be reversed. The collection thenis reeorde 


dep iting Cash and credi ting the customer's ded: Masih Wt 
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#hen an account. charged off as wor ‘thie ssa 
Collected in aw subsequent peniog, whet shou 
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answer depenugs to some exter upon | tne proce dure ‘followed sy seeing ne the 

‘reserve for bad debts. it usually ny cana oF creul re data’ eUrposcs — | 
Meer firs) to déepit iss ele Bama aceount.. Then the o ffocttinyg credit” way teas 
fade to (6) bae Debt HeCD Mera tan ately ie ie noon. (bs, (th he Reserve. Bios dren 
* 7 


wa 
fo Bad Debts, on (co) Capital, upon the Shoory that this is 4 correction 5c. ets 
tie) . int ser es} + we 
i past ee In view ‘of ee REC that the coliecti on Gl an ace oun t charged 
off as worthless in « prior. per rioa maybe considered taxable income y 20 re 
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would Secon prelera Lea to eredit on noming ade account, thus: 
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Customer's account Fao ee : ; 
Baa Uebt’ Recoveries 4 XY : 
. io reinstate customer's account written. = ; ne AW ehh 
o2 | yes “e 5 ad : if 4 vay YEA Sig Ge tN at emy ten Ich Spy LOY “yy ed 
olf as uncoilectiole in a prior periou. BE EO NUR SS MN ee Cacia Mele Sea Nie 


Pare .cis, Customer! Ss Re céundi.. : Meri teln in DMEM NHI ale Rae Oy Sy oo trl ehg 
tend Coliection of ac 


ia at the end of the period the charge to be .d debts is redneea by’ any! - 
erecit bulance in the reserve, the Reserve for Bad Debts. could be credited — 
gataehe: first entry given. The recovery thus reduces the charge to: bad ve 
debts éxpense. However, if a balence in the reserve is ignorea in making . 
the charge for bad detts, the nominal account should be ere edited to reflect 
ed 


the income from the edllection, unless it is nela that the « 
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